This paper examines the association between the level of institutional ownership and the likelihood of the firm reporting non-recurring or unusual charges. The increase in the magnitude and frequency of one-time charges has caused confusion and debate in the media (WSJ 2001). This paper posits that increased monitoring on the part of influential stakeholders (e.g., institutional investors) causes management to take corrective actions which leads to the reporting of these charges. If this is the case, non-recurring charges may be informative and value-relevant in the sense that they signal restructuring activity that will likely improve the degree of efficiency in which corporate assets are invested. The results support the hypothesis and indicate that the likelihood of management reporting non-recurring charges is positively and significantly associated with the level of institutional ownership.
INTRODUCTION
The purpose of this paper is to investigate if the likelihood of the firm reporting non-recurring charges is associated with the proportion of institutional ownership in the corporate base. Non-recurring charges (or special item charges as often referred to) are any one-time losses or write-offs that are either unusual or infrequent but not both. 1 Examples of these charges are severance pay related to employee-layoffs, restructuring charges related to streamlining of operations, or charges related to asset impairment. There has been an increase in the frequency of the companies reporting such charges. Elliott and Hanna (1996) report that in 1975 only 5% of all firms listed on the Compustat database reported material nonrecurring charges. The percentage of companies reporting such charges increased to 21% by 1993. The -recurring non-recurring charges‖ have caused confusion and debate in the media regarding the nature of these charges (e.g., WSJ 2001).
This study posits that the likelihood of the reporting of these charges can be explained, in part, by the rise in institutional ownership 2 in the United States. Institutional ownership arguably plays a significant role in corporate governance. In 1992 institutional ownership exceeded 50% of the total U.S. capital market compared to 15.9% in 1965 (Eakins 1995) . This increase in institutional ownership has arguably translated into an increase in corporate governance. Black (1990) argues that institutional holdings are now so large that they cannot be sold without adversely affecting the price of the stock. Hence, institutions are becoming long-term investors that take a more active role in corporate governance matters. These views are consistent with Shleifer and Vishny (1986) who present a model in which owners of large blocks of shares have greater incentive to monitor.
In addition to incentives, institutional investors have the power to monitor management. This power is derived from the voting power that institutions have due to large blocks of shares they own or correctly pricing the stock in capital markets. 3 Several academic studies have documented the positive impact of institutional ownership in equity contexts (e.g., McConnell and Servaes 1990; Brous and Kini 1994; Smith 1996) . These studies support the theory that lower agency costs translate into greater market value of equity.
This study posits that a high level of institutional ownership in the corporate base leads to a close monitoring of management, which results in management constantly evaluating its projects. This assertion is supported by Useem (1996) who notes that institutional investors often meet with management to discuss company strategies and operations. Such meetings may result in actions on the part of management such as restructuring and write-offs of impaired assets when the firm's performance is either unsatisfactory or can be improved further by taking appropriate actions. If this is true, then the likelihood of the firm reporting such charges should be related to the level of institutional ownership. Firms with a high (low) level of institutional ownership should be positively (negatively) associated with the likelihood of reporting such charges.
Prior research examining charges related to special items has focussed on the magnitude of the charges to investigate their discretionary nature (e.g., Rees et al 1996) . The findings of these studies have generally indicated that non-recurring charges are related to firm-specific economic conditions (Rees et al 1996; Eliott and Hanna 1996) . These studies, however, have not investigated the impact of the presence of institutional shareholders on the reporting of these charges. The present study posits that increased monitoring by sophisticated investors leads to a greater evaluation of existing projects by management.
Such evaluations may result in management taking certain actions, including the reporting of non-recurring charges. If this is the case, non-recurring charges may be informative and valuerelevant in the sense that they signal restructuring activity that will likely improve the degree of efficiency in which corporate assets are invested.
Furthermore, such an association would also indicate that firms with higher levels of institutional ownership are likely candidates for certain actions, which are typically considered to be non-recurring under Generally Accepted Accounting Principles (GAAP).
An example of such a -non-recurring action‖ is restructuring activity. The threshold at which firms might choose to restructure varies crosssectionally. However, such a threshold would be lower for firms with high institutional investors, who are likely to insist that management take preventive actions rather than corrective actions.
This study examines if the likelihood of the firm reporting charges related to special items is related to the level of institutional ownership in the corporate structure. Specifically, this study investigates if the likelihood of the firm reporting such charges is related to institutional ownership, after controlling for other factors that have been identified by prior research including the firm's economic conditions and proxies for management's incentives in reporting nonrecurring charges.
The results indicate that the likelihood of the firm reporting such charges is positively related to its level of institutional ownership.
These findings are consistent with the view that the presence of influential stakeholders (i.e., institutional investors) is likely to result in greater monitoring which prompts management to take actions to improve current operations that result in the reporting of non-recurring charges. The results also indicate that the likelihood of the firm reporting such charges is positively associated with firm size, leverage, default risk and a decline in firm-specific economic conditions.
The remaining paper is organized as follows. Section II develops hypothesis and reviews the background literature.
Section III discusses the research methodology and measurement of variables. Section IV discusses the results and the final section provides the conclusions.
II. BACKGROUND AND HYPOTHESIS

Background
Several academic studies have examined factors associated with the reporting of non-recurring charges or charges related to special items. These studies have found evidence that the reporting of these charges is associated with a decline in economic conditions (Elliott and Shaw 1988) , conditions of asset impairment (Francis et al.1996) and management incentives as well (Francis et al. 1996) . Prior research has also found evidence which indicates that management reports these charges to smooth earnings and also to take an earnings bath (Kinney and Trezevant 1997) .
This study posits that an increase in institutional ownership in the capital markets has led to institutional activism. Therefore, management of firms that have high institutional ownership is likely to be under greater scrutiny from large investors and is therefore more likely to take proactive actions to improve future profitability. Such actions might include employee layoffs in response to decreased demand for the firm's products, discontinuance of product lines, closing unprofitable plants etc. If such actions are needed and not taken in a timely manner by the management then larger investors can resort to other corporate governance practices through their voting power.
None of the academic studies, to date, have examined if the likelihood of the reporting of nonrecurring charges is associated with the presence of influential stakeholder. Specifically, prior research has not examined if the presence of certain types of influential stakeholders (e.g., institutional investors) motivates management to take corrective actions and thereby report these charges. In the absence of sophisticated investors, although firms might not be performing well, management might be reluctant to report such charges and lower current earnings. Based on the above, the following hypothesis is proposed:
H1:
The likelihood of a firm reporting charges related to special items is positively associated with the proportion of its common stock owned by institutional investors.
III. RESEARCH DESIGN
The sample consisted of all publicly traded firms on AMEX, NYSE and NASDAQ for the period 1992-1996. The sample period was restricted to the years 1992-1996 to avoid confounding events that may have influenced the durable relation between institutional ownership and the reporting of special items, an important area within the domain of accruals, generally. These events include the bull market of 1996-1999, during which time average price-earnings ratios exceeded 30 in the United States, arguably unleashing a rash of incentives for earnings management that do not normally exist. The sample period also excludes the years 2000 subsequent. During this -post-bubble‖ period, political events, such as Sarbanes-Oxley, accounting changes, such as the pervasive number of restatements, and economic forces, such as the near collapse of the American financial system, all induce confounding effects that may have distorted the underlying long-term association between institutional ownership and special items which we sought to identify. The sample was also restricted to firms that had information on all financial variables on COMPUSTAT database and institutional ownership information on DISCLOSURE database. This process yielded 1,907 firms that reported negative special items in the period of interest and 4,392 that did not report negative special items.
Research Model
To test the hypothesis, two groups of firm-years were examined: one that reported non-recurring charges (treatment group) and the other that did not report any such charges (control group). The following model was examined:
where, for i at time t; GROUP = 1 if the firm i reports income-decreasing special items in year t; 0 otherwise; PIH = Number of shares held by institutional investors divided by total number of outstanding shares; D_CHEARN = 1 if income before special items (net of tax) is less than prior year's income from continuing operations; 0 otherwise; D_EARN = 1 if income from continuing operations before special items (net of tax) is less than zero; 0 otherwise; D_CHSALE = 1 if percentage change in sales from prior year is less than zero; 0 otherwise; DISTRESS = Altman Z score of distress; LTD = Long term debt / total assets; SIZE = measured as log of market value of equity; MAXDECR = 1 if the firm if the firm was in extreme negative earnings deviation; 0 otherwise. MAXINCR = 1 if the firm if the firm was in the extreme positive earnings deviation; 0 otherwise;
A positive and significant  1 would indicate that the likelihood of the firm reporting non-recurring charges is related to institutional ownership.
Measurement of variables:
Special Items
The Compustat database broadly defines special items (data item # 17) as -unusual or nonrecurring items presented above taxes‖. 4 Similar to Elliott and Hanna (1996) , this study focuses only on negative special items. 5 The sample was limited to include firms that either reported negative special items or did not report any special items. The dichotomous dependent variable was coded one if the firm reported negative special items, otherwise zero.
Institutional Ownership
The Percentage of Institutional Holdings (PIH) was calculated as close to the beginning of the fiscal year as possible. Because institutional ownership data are filed with the SEC at the end of each calendar quarter, institutional holdings are measured at the end of the calendar quarter preceding the beginning of the firm's first fiscal quarter. For instance, if a firm's fiscal year began on August 1, 1995, the PIH as of June 30, 1995, was considered the PIH for the fiscal year August 1, 1995 through July 31, 1996.
Control Variables
Elliott and Hanna (1996) note (pp. 143), -a series of economic pressures leads a firm to restructure itself aggressively by closing plants, rearranging and relocating productive sites, shedding businesses, seeking concessions from debtors, or seeking new opportunities.‖ Second, as noted by Kane and Richardson (2002) , when firms undergoing financial distress take actions to contract their investment base, they are more likely to mitigate the conditions of stress compared to firms that choose to expand. Collectively, these studies imply that charges related to special items are likely to be related to economic pressures and financial distress. Therefore, this paper controls for firm-specific economic conditions.
The following proxies were considered to be important indicators of firm-specific economic conditions: (a) percentage changes in sales from prior year (b) firm's income from continuing operations before special items (c) deviation of current earnings compared to prior year's earnings and (d) the current default risk. A decline in sales, a loss of profitability, a reduction in the level of earnings or a high default risk are considered to be conditions for which management is likely to take corrective actions. D_CHSALE was coded as a dichotomous variable to denote reduction/increase in percentage change in sales from previous year. D_EARN was set equal to one if the income from continuing operations before special items (net of tax) 6 was negative, otherwise it was set equal to zero. D_CHEARN was set equal to one if the firm's income from continuing operations before special items (net of tax) was lower/equal or higher than last year's income from continuing operations, otherwise zero. The default risk was measured using Altman Z Score (ZSCORE). 7 Because it is difficult to speculate a priori, at which earnings threshold or at what percentage decline in sales management is likely to take corrective actions, D_CHSALE, D_CHEARN and D_EARN were coded as dichotomous variables. In other words, a loss situation or a reduction in earnings compared to the previous year or a reduction in percentage change in sales were considered be conditions likely to prompt corrective actions.
A high level of debt is indicative of how close management is to violating debt covenants. Management of firms that are close to violating debt covenants might sell appreciated assets to increase reported income. Conversely, management of firms with low levels of debt is likely to enjoy greater latitude in reporting negative charges.
Similar to DeFond (1992) and Craswell et al. (1995) , debt (DEBT) was measured as long-term debt divided by total assets.
Management's ability to report special item charges is also a function of the assets available to be written off. For instance, a small firm with low levels of inventory or receivables is unlikely to consider writing off these assets. Thus, larger firms have greater likelihood of having these charges. This study measures firm size (SIZE) as log of market value of equity. Kinney and Trezevant (1997) find that firms with extreme earnings deviations are more likely to report special items than are other firms. They find that firms with the most positive earnings deviations from prior year and firms with the most earnings disappointments are likely to report negative special items. This study controls for these two conditions by dividing the sample into deciles based on the earnings deviation from the prior year before considering special items, i.e., CHEARN. The firms in the two extreme groups (i.e., decile one and decile ten) were considered to be the most likely to take an earnings bath or to smooth earnings. MAXINCR, was coded one if the firm was in the extreme positive deviation group, otherwise zero. MAXDECR was coded one if the firm was in the extreme negative earnings deviation group, otherwise zero. Table 1 defines the variables in the study.
[INSERT TABLE 1 ABOUT HERE]
IV. Results
Descriptive Statistics
Table II provides descriptive statistics for both groups, i.e., the group of firms reporting charges related to special items as well as the group of firms not reporting such charges. As indicated in Table II , the firms that report negative special items are statistically larger in size, have higher percentage of institutional ownership and have a higher debt to assets ratio. Contrary to expectations, firms reporting negative special items also report higher level of profits (EARN) and higher profits compared to prior year (CHEARN). Table IV reports the results of the logistic model. The results of Model 1 are shown in Column 2. It can be seen that firms with a higher level of institutional ownership are more likely to report negative special items. These results support H1. It is likely that management of firms with high levels of institutional ownership are under pressure to be proactive in evaluating current projects and terminating the least successful.
[INSERT TABLE II ABOUT HERE] Descriptive Univariate Correlations
[INSERT TABLE IV ABOUT HERE]
Control Variables
The results in table IV indicate that D_EARN and D_CHEARN are both positively and significantly related to the probability that the firms would report negative special items. The negative and significant coefficient of ZSCORE indicates that firms reporting charges related to special items are also more likely to be experiencing a greater default risk. Collectively, these results suggest that firms reporting charges related to special items experience conditions of economic decline.
Consistent with Elliot and Shaw (1988), the results show that firms that report negative special items are more leveraged. It is likely that as the ratio of debt to assets increases, creditors monitor their investment more actively and advise management on current projects.
The results also indicate that larger firms are more likely to report charges related to special items. These findings suggest that a greater asset base and the existence of more complex assets (e.g., accounts receivable) give rise to the likelihood of some of these assets being written off as impairment occurs. Furthermore, the performance of larger firms is likely to be scrutinized in the media and management of such firms takes proactive actions including restructuring unprofitable units or segments.
The positive and significant coefficients of MAXDECR suggest that management of firms that experience negative earnings deviations from prior years are more likely to report these charges than management of firms that do not experience negative extreme earnings deviation. These results indicate support for the notion that firms that report these charges also take an earnings bath. The coefficient of MAXINCR, however, is not significant, which suggests that firms that report non-recurring charges do not report these charges to smooth earnings.
Big Six Auditor and Negative Special Items
This study further investigates whether the type of auditor is likely to influence the reporting of incomedecreasing special items. Numerous studies assume that Big Six audit firms perform audits that are higher quality than those performed by non-Big Six firms (e.g., Becker, DeFond, Jiambalvo and Subramanyam 1998).
Model 1 was re-run after including a dichotomous variable to include if the auditor was a Big Six auditor or not (AUDITOR).
The results, shown in Column 3 of Table IV, indicate that the type of auditor is not significantly associated with the firm reporting these charges.
V. CONCLUSIONS
The purpose of this study was to examine if the reporting of non-recurring charges is related to the level of institutional ownership. The results indicate that the likelihood of the firm reporting such charges is positively and significantly related to the level of institutional ownership after controlling for economic conditions and management incentives. These results imply that close monitoring by influential stakeholders prompts management to take corrective actions. Consistent with prior research, the results indicate that firms that report non-recurring charges are larger in size and have higher level debt in their corporate structure. Firms that report these charges also exhibit poorer economic performance. The results also provide evidence consistent with management reporting these charges to take earnings baths and to smooth earnings. Future studies might want to further explore if the presence of certain types of institutional investors (e.g., momentum shareholders) is likely to affect the likelihood of the reporting of these charges. 
